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MM Docket No. 92-266

REPLY COMMENTS OF TELE-CQMMUNlCATIONS, INC.

Tele-Communications, Inc. ("TCI"), by its attorneys,

hereby submits its Reply Comments in response to the Further

Notice of Proposed Rulemaking in the above-captioned docket. l

The Further Notice proposes to order an additional rate cut (from

10% to 28%) for cable systems subject to rate regulation. As

discussed below and in the attached paper by Dr. Stanley M. Besen

and Dr. John R. Woodbury of Charles River Associates, the

exclusion of these systems would only further weaken an already

dubious basis for rate regulation. Moreover, the Commission

cannot lawfully ignore low penetration systems in the data

selection process.

~ Implementation of Rate Regulation Sections of the
Cable Television Consum§r Protection and Competition Act of 1992,
Report and Order and Further Notice of Proposed Rulemaking, MM
Dkt. No. 92-266 (reI. May 3, 1993) ("Rate Order" or "Further
Notice") .



2

3

THERE IS NO BASIS IN THE RECORD FOR EXCLUDING LOW
PENETRATION SYSTEMS FROM THE DATA SELECTION PROCESS.

As Drs. Besen and Woodbury explained in their

attachment to TCI's initial comments, the methodology employed by

the Commission contains four major problems: (1) it incorrectly

assumes that the only factor that causes rates to differ between

effectively competitive and non-competitive systems is the

presence or absence of competition; (2) the equation fails to

take into account differences in the competitive differential

among system sizes; (3) there are far too few effectively

competitive systems in the Commission's data set; and (4)

shortcomings in the equipment data may have distorted the

estimates of the competitive differential. 2

The basis of the Commission's current methodology and

the resulting benchmarks has already proven to be fragile. 3

Further rate reductions cannot be justified without violating

accepted econometric principles and the mandate of the

Administrative Procedure Act for reasoned decisionmaking. 4

Stanley M. Besen and John R. Woodbury, "An Analysis of
the FCC's Cable Television Benchmark Rates," June 17, 1993.

~ Stanley M. Besen and John R. Woodbury, "An Analysis
of the FCC's Cable Television Benchmark Rates," June 17, 1993;
Lewis J. Perl, Linda Mclaughlin, and Jonathan Falk, "Econometric
Analysis of the FCC's Proposed Competitive Benchmarks," June 16,
1993; Petition for Reconsideration of the National Cable
Television Association, "The Effect of 'Competition' on Rates
Differs for Large and Small Cable Systems," Economists, Inc.,
filed June 21, 1993; Declaration of William Shew, Director of
Economic Studies, Arthur Andersen Economic Consulting filed
June 17, 1993.

4 See National Lime Association v. EPA, 627 F.2d 416, 430
(D.C. Cir. 1980).
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Courts will overturn agency decisions based on faulty

methodology. S

As Drs. Besen and Woodbury describe in the attached

paper, the evidence adduced in this record forcefully militates

against utilizing the Commission's methodology as a basis for

further rate reductions. Although a very few parties filed in

favor of the rate reduction proposal, their arguments do not

support their conclusions. 6 Becuase the logical and analytical

errors of those comments are analyzed in detail in the attached

paper, our discussion will be brief.

Result-oriented classification of the data. The

simple fact that the rates of low penetration and municipally­

owned systems differ from those of overbuilt systems does not

justify excluding these systems from the Commission's data set.

CFA argues that because the average rates for the below 30%

penetration systems are higher than for the overbuilt group, they

necessarily do not reflect "competitive" levels; similarly, it

argues that observations for municipal systems should be excluded

because their rates are lower than those of the overbuilts. 7 CFA

would thus include the rates of low penetration and municipal

~, ~, International Harvester Company v.
Ruckelshaus, 478 F.2d 615 (D.C. Cir. 1973).

Comments filed June 17, 1993 by NATOA, Counsel to the
Municipal Franchising Authorities, United States Telephone
Association, Joint Comments of Bell Atlantic, GTE, and NYNEX, and
Consumer Federation of America.

Comments of Consumer Federation of America, filed June
17, 1993, at 3-4.
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systems in the competitive sample only if these rates were

similar to the rates of the overbuilt systems. But as Drs. Besen

and Woodbury explain, CFA's reasoning provides no basis for

concluding that the rates charged by the overbuild systems should

be the sole basis on which other rates are to be judged.

Manipulation of the data to exclude rates that are

either "too high" or "too low" cannot comport with reasoned

decisionmaking. Administrative agencies are not permitted to

manipulate information in order to reach a predetermined outcome.

~, ~ National Lime Ass'n v. EPA, 627 F.2d 416, 433, 443 (D.C

Cir. 1980). As discussed below, a large number of variables

could explain the variance in rates among systems, and no one

class of systems can be assumed to be the "appropriate" measure

for the remaining ones.

Omitted Variables. Virtually all of the commenters are

in agreement that the Commission's methodology does not account

for significant variables that affect cable system rates. TCl of

course agrees. The solution proposed by some of these commenters,

however, is to exclude the rates of cable systems with less than

30% penetration. For example, CFA argues that differences exist

between "young" and "old" low penetration systems, but that

within each "age" group, the overbuilt systems have similar

characteristics to "non-competitive" systems in terms of the

number of households passed, number of subscribers, and density.

Likewise, Professor Hazlett, on behalf of Bell Atlantic, GTE, and

NYNEX, found that low penetration rates may be attributable to

4



factors other than the presence of competing multichannel program

providers. 8 The solution, as explained by Drs. Besen and

Woodbury, however, is not to ignore these important factors but

to develop a model that controls for these missing variables.

Professor Hazlett suggests that low demand may affect

the rates of low penetration systems and he identifies a number

of factors that contribute to low demand. Yet, as Drs. Besen and

Woodbury discuss in their paper, low demand does not necessarily

mean that low penetration system prices are set at non-

competitive levels. Drs. Besen and Woodbury explain that because

there are large fixed costs associated with cable service, these

costs must be spread among fewer subscribers in areas with low

penetration, such that the price for each subscriber will be

relatively high. As Drs. Besen and Woodbury note, "[i]n 'low

demand' areas, a cable operator may find it profitable to operate

only if it can charge a high price to a relatively small number

of subscribers. ,,9 Lowering price to increase penetration in such

instances may yield inadequate revenues to cover costs. Given

that prices are determined by both cost and demand

characteristics, it should surprise no one that low demand may

result in higher prices.

Contrary to Professor Hazlett's conclusion, the "high"

prices of low penetration systems do not imply supracompetitive

8 This finding is not especially surprising since
Congress established low penetration and overbuilt systems as
separate categories.

..

9 Besen and Woodbury at 6 (footnote omitted) .
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prices. In fact, these systems may be earning only competitive

returns, and some may not even be earning returns which cover

their costs. Instead of ignoring these systems and the demand

and cost characteristics that yield higher prices for them, the

Commission should amend its model to account for these factors.

The record is now unrefuted that system size is a

significant variable in accurately estimating the ncompetitive

differential." Numerous quantitative studies have been submitted

that repeatedly confirm that the competitive differential varies

widely among systems of different size. 1O All that CFA and the

telephone companies have shown is that there may be other

significant variables as well. 11

Sample size. Both Drs. Besen and Woodbury and our

initial comments identified the substantial problems caused by

the small number of competitive systems in the Commission's

data. 12 CFA also agrees. At one point CFA argues that head-to-

head competition is ntoo infrequent to provide a sound

10 See n. 3, supra.

11

12

As Drs. Besen and Woodbury explain, the
misspecification of the Commission's equation is crucial because
it can bias the estimated competitive differential. As they
observe, the methodology employed by the Commission nis
completely inappropriate when one is attempting to estimate the
effects of specific factors, in this case the effect of
'competition,' on rates." See id. at n. 19.

Comments of TCI at 2, Stanley M. Besen and John R.
Woodbury, nAn Analysis of the FCC's Cable Television Benchmark
Rates,n June 17, 1993, at 32.
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comparative standard for rates in the immediate future. ,,13 Yet,

at another point, CFA argues that the benchmark rates should be

based only on data from overbuilt systems .14 CFA cannot have it

both ways.

The competitive benchmark is based on data for only 101

effectively competitive systems. Excluding data from the low

penetration systems reduces the number of independent

observations to less than 50. And if, as CFA suggests, the

Commission were to exclude the rates of municipally-owned

systems, this number would drop to 29. Fewer than 50 systems is

simply too small a number to provide a basis on which to regulate

an industry comparing more than 10,000 systems. Courts have

overturned agency actions that rely upon insufficient or

inadequate data. ~,~, National Lime Ass'n v. EPA, 627 F.2d

at 432 (agency must consider the representativeness for the

industry of a whole of the sample on which it relies); ~.

Permian Basin Rate Cases, 390 U.S. 747, 769 (1968), reh'q denied,

392 U.S. 917 (1968) ("it has been thought to be sufficient if the

agency has before it representative evidence, ample in quality to

measure with appropriate precision the financial and other

requirements of the pertinent parties") .

Moreover, the problem of small sample size will be

exacerbated if, as Drs. Besen and Woodbury explained in their

13 Data Analysis of Consumer Federation of America, filed
March 8, 1993, at 15.

Comments of Consumer Federation of America, filed
June 17, 1993, at 7.
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earlier paper, the Commission corrects one of the model's major

flaws -- accounting for system size. If the Commission were to

remedy this and calculate competitive differentials by system

size classes, the effectively competitive systems will

necessarily be split among the different system size classes. As

Mr. Shew observed, accounting for systems with fewer than 1,000

subscribers leaves only 45 competitive systems even with the

below 30 systems. Eliminating the below 30 systems would reduce

that number to 13, a simply untenable proposition. Courts reject

a statistical analysis if the sample is too small. ~ Package

Shop Inc. v. Anheuser Busch, Inc., 675 F. Supp. 894, 951-952 (D.

N.J. 1987).

Legal constraints on further rate reductions. In its

initial comments, TCI articulated the legal constraints upon the

FCC in any effort to simply discard the below 30 systems. This

legal analysis, showing that Congress unambiguously defined low

penetration systems as a class of systems whose rates would

reflect competitive returns, was echoed by others. iS

Moreover, even assuming arguendo that the Commission

has the authority to ignore Congress' plain language and

consequently to reject the statutory definition of "effective

IS ~~, Comments filed on June 17, 1993 by the
Antenna Television Association, Inc., Time Warner Entertainment
Company, L.P., Coalition of Small System Operators, Discovery
Communications, Inc., Continental Cablevision, Inc., the Joint
Parties (which include Cablevision Industries Corp., Comcast
Cable Communications, Inc., Cox Cable Communications, Jones
Intercable, Inc., Marcus Cable Company, L.P., Southwest Missouri
Cable TV, Inc., and Vista Communications, Inc.), National Cable
Television Association, Inc., and Viacom International, Inc.

8



competition," that alone is not sufficient. Should it reject

Congress' definition, the Commission would confront a separate

and independent obligation to consider the validity of

alternative competitive benchmark data sources, both those which

it has already collected and other reasonable alternatives.

Further, given the numerous and significant problems

identified with the methodology developed by the Commission, the

ordering of further rate reductions without correcting these

problems or adequately explaining why these errors are somehow

not determinative cannot be justified. 16 The Commission itself

has admitted that the data it collected contain errors .17

Although the Commission does not have to respond to "every

alternative device, ,,18 it cannot ignore ostensibly reasonable

positions when its own choice suffers from significant flaws. 19

16 ~ City of Brookings Municipal Telephone Company v.
FCC, 822 F.2d 1153, 1169 (D.C. Cir. 1987).

17 Rate Order at Appx. E, 1 1 16, 31, and note 11.

18 vermont Yankee Nuclear Power Corp. v. Natural Resources
Defense Council, Inc., 435 U.S. 519, 551 (1978).

19 City of Brookings, 822 F.2d at 1169.
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CONCLUSION

TCI respectfully submits that the Commission must

reject the proposal of the Further Notice. The record does not

support excluding low penetration systems from the calculation of

the competitive benchmark. Furthermore, as a matter of law, the

methodology employed by the Commission cannot sustain additional

rate reductions.

Respectfully submitted,

TELE-COMMUNICATIONS, INC.

Philip L. Verveer
Sue D. Blumenfeld
Brian Finley

Willkie Farr & Gallagher
Three Lafayette Centre
1155 21st Street, N.W.
Suite 600
Washington, D.C. 20036-3384

Its Attorneys

July 2, 1993
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In its Further NQtice Qf PrQpQsed RUlemaking, the CQmmissiQn

has requested cQmments Qn whether it shQuld exclude cable systems

with less than 30 percent penetratiQn, the "IQW penetratiQn"

systems, frQm its sample Qf "effectively cQmpetitive" systems in

calculating benchmark rates fQr cable service and equipment. l

In Qur cQmments Qn the Further NQtice, we identified fQur

majQr CQncerns abQut the cQmmissiQn's estimate Qf the cQmpetitive

differential and expressed cQnsiderable skepticism abQut the

rQbustness Qf the cQmpetitive benchmarks tQ attempts tQ deal with

these prQblems. 2 These CQncerns were: (1) misspecificatiQn Qf the

CQmmissiQn's equatiQn because cQmpetitive and nQn-effectively

cQmpetitive systems may differ fQr reaSQns Qther than the presence

Qr absence Qf cQmpetitiQn; (2) misspecificatiQn Qf the equatiQn

because the cQefficients Qf the CQmmissiQn's variables differ amQng

systems Qf different sizes; (3) the fewness Qf the number Qf

effectively cQmpetitive systems in the CQmmissiQn's sample relative

tQ the way in which the results are being used; and (4) weaknesses

in the data, especially with respect tQ equipment prices.

We alsQ emphasized that, while the CQmmissiQn CQuld deal with

sQme Qf these CQncerns, there was little it CQuld dQ tQ increase

the number Qf QbservatiQns Qf effectively cQmpetitive systems and,

IRepQrt and Order And Further Notice Qf Proposed Bulemaking In
the Matter of ImplementatiQn Qf Sections of the Cable Teleyision
Consumer PrQtection and CompetitiQn Act Qf 1992: Rate Regulation,
AdQpted: April 1, 1993.

2stanley M. Besen and JQhn R. WQodbury, "An Analysis Qf the
FCC's Cable TelevisiQn Benchmark Rates," June 17, 1993, p. 19.
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indeed, the problems associated with the small number of

observations would be exacerbated if the Commission were to

eliminate observations on the low penetration systems from its

analysis. These points are reinforced by comments in this

proceeding as well as in filings that request reconsideration of

the Commission's initial rate Order.

Relying on circular arguments

At the outset, we note that some of the commenters have relied

on tautologies to justify excluding the low penetration systems

from the sample. For example, the Consumer Federation of America

(CFA) wishes to exclude low penetration systems because "these

systems have prices in the range of monopoly systems. ,,3 At the

same time, it wishes to exclude municipal systems because they "had

lower prices than other competitive market systems.,,4 In effect,

CFA has defined the rates charged by overbuilt systems as the

standard by which other rates are to be judged. 5 In CFA's logic,

observations for both low penetration and municipal systems should

be excluded from the analysis because their rates differ from those

of overbuilt systems. only if the low penetration and municipal

systems were to charge the same rates as the overbuilt systems

would CFA wish to retain these observations. But, of course, this

3Comments of the Consumer Federation of America, June 17,
1993, p. 3.

4Ibid., p. 4.

SCFA refers to the overbuilt systems as "truly competitive
market systems" and the other systems as "aberrational" (~)

2



means that these observations would be retained only if they

cQntained nQ infQrmatiQn that is nQt already present in the data

fQr Qverbuilt systems!

similarly, in jQint cQmments, Bell Atlantic, GTE, and NYNEX

assert that "high prices, cQupled with unusually lQW consumer

demand, are the causes Qf lQW penetratiQn and that multichannel

videQ cQmpetitiQn is nQt a factQr.,,6 In arguing fQr the exclusiQn

Qf lQW penetratiQn systems, the jQint comments echQ the circularity

Qf the CFA CQmments by treating the difference between the rates of

Qverbuilt and lQW penetration systems as evidence that the latter

are nQt cQmpetitive. 7 We WQuld urge the CQmmissiQn simply tQ

reject such circular reasQning as any basis fQr modificatiQn Qf the

"effectively cQmpetitive" sample.

omitted yariables8

CFA argues in its Data Analysis that there are impQrtant

differences between "young" and "Qld" low penetration systems, but

6JQint CQmments Qf Bell Atlantic, GTE, and the NYNEX TelephQne
CQmpanies, June 17, 1993. The cQmments are actually dated June 17,
1992.

7" ••• the average rates Qf lQW penetratiQn systems are SQ
significantly higher than those Qf systems facing multichannel
videQ competitiQn that including them in the calculatiQns Qf a
cQmpetitive rate level dramatically skews the result .... " (Ibid.,
p. 6) Later, the jQint CQmmenters identify Qverbuilt systems with
cQmpetitive systems when they note that the rates Qf the lQW
penetratiQn systems "exceed thQse of competitive systems." (Ibid.,
p. 13)

8We should stress, as we did in our
concerned with misspecification of the
primarily because it may affect the
differential.

3

comments, that we are
Commission's equation
estimated competitive



that "within both the older and younger group (sic), competitive

and monopoly systems are much more similar in terms of households

passed, sUbscribers, density, type of wiring and number of

headends. n9 But if this is the case, the solution is not to

exclude the observations for the low penetration systems from the

analysis but instead to control either for differences in system

age or for differences in the "cost causative characteristics"

identified by CFA as being associated with age.

In its joint comments, Bell Atlantic, NYNEX, and GTE argue for

the exclusion of the low penetration systems based in part on

information contained in an affidavit produced by Thomas W.

Hazlett. 10 It should be noted at the outset that Hazlett does DQt

endorse the benchmark approach. He states: "In my view, the

Commission's undertaking to regulate price using a benchmark

approach will create enforcement difficulties."ll Thus, Hazlett's

affidavit should not be regarded as support for the approach to

regulation advocated by the joint commenters.

Hazlett undertook an examination of the low penetration

systems and apparently determined that "the low penetration rates

9 I bid., p. 9. Again, CFA treats competitive systems as
synonYmous with overbuilt systems.

10Affidavit of Thomas W. Hazlett, June 16, 1993.

ll~, p. 2, footnote 1. Elsewhere, Hazlett has expressed
considerable skepticism about regulation in general. See, e.g.,
"Private contracting versus Public Regulation as a Solution to the
Natural Monopoly Problem," in Robert W. Poole, (editor), Unnatural
Monopolies, Lexington, MA: D.C. Heath, 1985, pp. 71-114.

4



found in these systems are attributable to factors other than the

presence of competing multi-channel video service providers."12

It is unclear, however, why Hazlett should have expected the

presence of multichannel competitors to be a factor in the markets

of the low penetration systems. Presumably, if a cable system

faced a multichannel competitor, the observation would have been

classified as an overbuilt, as opposed to a low penetration,

system.

Hazlett makes much of the fact that, because a substantial

number of homes in some cable systems' franchise areas are not

passed, measured penetration rates are smaller than the ratio of

subscribers to homes passed for a number of low penetration

systems. Hazlett does not question, however, Why these systems

choose not to serve their entire franchise areas despite what he

apparently believes are supra-competitive prices. The most

plausible reason, of course, is that even at these prices, the

cable system cannot cover the incremental costs of extending its

service to other portions of its franchise area.

Hazlett also claims that high prices are a cause of low

penetration. 13 However, prominent on the list of "Other Non-

12I bid., p. 3.

13I bid., p. 5-7. We should note here that the comparison of
prices among different types of cable systems in Hazlett's Table 2
does not control for~ differences among these systems other than
their competitive status. We also take issue with Hazlett's claim
that the municipal systems are indisputably competitive. (~, p.
6.) Indeed, he apparently believes that all such systems are
municipal "overbuilds" (~, p. 3, footnote 4) when some are simply
municipal systems.

5



competitive Factors that Lower Penetration,,14 that Hazlett cites

is "low community demand for cable",15 and he stresses a number

of specific demographic factors that lead to low demand for many of

the low penetration systems. However, a cable system that faces

low demand may be able to recover its costs only at a relatively

high price per-subscriber because many of its costs are independent

of the number of subscribers it serves. In "low demand" areas, a

cable operator may find it profitable to operate only if it can

charge a high price to a relatively small number of sUbscribers. 16

By contrast, if it were to charge a price low enough to increase

penetration substantially, it might be unable to cover its costs.

Because prices are determined by ~ cost and demand

characteristics, and because the cost per cable subscriber declines

with increases in the number of subscribers to a given system,

Hazlett's results are consistent with the view that low penetration

and high prices both result from low demand. 17 Indeed, given the

poor demographics that Hazlett reports for the areas served by many

of the low penetration systems, these systems would likely have

been built only if their operators had expected to be able to

I4~, pp. 7-11.

I5lsL., p. 8.

160f course, there may be no single price at which the system
can cover its costs.

I7We do not want to appear to suggest that an increase in
demand will lead to lower prices in a given market, only that
comparisons of prices across markets must take account of
differences in per-subscriber costs.

6



charge prices that covered the high per subscriber costs they would

experience at low penetration levels.

The clear implication of this analysis is DQt that

observations on low penetration systems should be excluded from the

equation used to estimate the competitive differential. Indeed,

Hazlett's descriptions of these systems reinforces the view that

they are earning competitive returns at best, and many may be

having difficulty in covering their costs. IS What Hazlett's

survey results suggest is that estimating the competitive

differential may require accounting for factors that affect system

costs and the level of demand in addition to those that appear in

the Commission's equation. 19

ISA similar point is made in Daniel Kelley, "Economic Issues
Raised by the Further Notice," June 17, 1993, pp. 5-6, appended to
comments of Time Warner Entertainment Company. L.P., June 17, 1993.

19In Appendix E -- Survey Results; Technical Issues to its
initial Order, the Commission notes that the stepwise regression
procedure that it used "was not an attempt to model demand and
supply, but rather an empirical exercise to determine the
relationship between prices and various other characteristics of
cable community units." (para. 26) As we observed in our comments
to the Further Notice, the Appendix provides only a sketchy
description of the variables the Commission considered, and it does
not describe the sensitivity of the estimated competitive
differential to changes in the specification of its equation. In
addition, while the methodology used by the Commission might be
suitable for an exercise that merely seeks to predict cable rates,
it is completely inappropriate when one is attempting to estimate
the effects of specific factors, in this case the effect of
"competition," on rates. This is so because the omission of
relevant variables from the analysis can bias the estimated effect.
The Commission's stepwise approach makes it impossible to conclude
that competition is the cause of any differential because the
differential may be due to other factors that are omitted from the
analysis and whose effect is incorrectly ascribed to the "effective
competition" variable.

7



Similarly, Shew, in a Declaration appended to the Comments of

the Coalition of Small System operators20 , found that "in

franchise areas where the duration of competition was five years or

less prices were 30t lower than in those franchises where

competition had endured at least six years" and that the difference

was statistically significant. 21

In addition, we reported in our comments that, when systems

are categorized into the GAO size classes, there are significant

differences between the coefficients of the Commission's

explanatory variables for the effectively competitive and other

systems. 22 This means that a number of "interaction" variables

have been omitted from the Commission's equation. It also means

that the competitive differential, rather than being a single

number, will depend on the characteristics of the system to which

it is being applied.

In short, however complete the Commission may have thought its

list of explanatory variables, the comments in this proceeding

indicate that the list may be far too short to permit accurate

estimation of a competitive differential that will serve as a basis

for widespread rate regulation.

Differences in the Competitive Differential by system Size

20William Shew, Declaration, June 10, 1993, appended to
Comments of the Coalition of Small System Operators, June 17, 1993.

21 d~, p. 12.

22Besen and Woodbury, OD. cit., pp. 23-24.

8



In our comments in this proceeding, we noted that there are

significant differences in the estimated competitive differentials

when systems are separated into the GAO size classes. 23 This

finding has been confirmed in a report appended to Comments of Time

Warner submitted in this proceeding. 24 This report finds: (1) a

significant reduction in the unexplained variance in rates when

separate coefficients are estimated for systems with less than and

more than 10,000 subscribers; and (2) the estimated coefficient of

the effective competition variable is only 3 percent (and not

statistically significant) for the smaller systems and 17 percent

(and statistically significant) for the larger ones. 25 Similarly,

a report submitted as an appendix to the Petition for

Reconsideration filed by the National Cable Television

Association26 finds that the competitive differential is greater

than the Commission's estimate for systems with fewer than 5,000

subscribers but not significantly different from zero for larger

systems.

nata Problems

23lsL.., pp. 22-23.

24Lewis J. Perl, Linda McLaughlin, and Jonathan Falk,
Econometric Analysis of the FCC'S Proposed Competitive Benchmarks,
June 16, 1993, appended to Comments of Time Warner Entertainment
Company. L.P., June 17, 1993.

25TA
~, p. 2.

26The Effect of "Competition" on Rates Differs for Large and
Small Cable Systems, appended to Petition for Reconsideration.
National Cable Teleyision Association, June 21, 1993,

9



A few of the commenters report problems with the Commission's

data. 27 We would re-emphasize here our own difficulties with

reconciling our analysis of the reported equipment prices with the

commission's use of those data. 28 Where the Commission apparently

found it necessary to discard only a small number of observations

because of deficient equipment data29 , our examination of the data

revealed far fewer usable observations and, as a result, we

continue to be highly skeptical of the quality of the data on which

the Commission's estimates are based. 3D

Sample Size

We noted in our comments that the Commission's competitive

benchmark estimates are based on data for only 101 effectively

competitive systems. 31 Despite the fact that there is a somewhat

larger number of observations on such systems, some represent the

"second" franchise of the same system. Although the Commission

reports that its estimated equation is based on 377 observations,

the purpose of including the remaining observations is solely to

try to improve the estimates of the remaining coefficients. 32 We

27Shew, op. cit., p. 7; Perl et aI, op. cit., pp. 5-6.

28Besen and Woodbury, op. cit., pp. 17-19.

29Appendix E, para. 19.

30Nonetheless, we used the Commission's data in our analysis
of the Commission's equation in order to minimize differences in
approaches.

31Besen and Woodbury" OPt cit., p. 12.

32whether it does so is, of course, another matter.
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also noted that the omission of observations for the low

penetration systems would reduce the number of independent

observations to fewer than 5033 , a point that is echoed in

Kelley's appendix to Time Warner's Comments. 34

In its Comments, CFA urges the Commission to "recalculate the

benchmarks by discounting low penetration and municipally owned

systems and relying primarily on systems SUbject to head-to-head

competition. 3S However, in its Data Analysis36 , the CFA argued

that "the data make clear that the very small number and unique

characteristics of the competitive [i. e., overbuilt] systems render

it impossible for the Commission to rely on survey data to concoct

a quasi-cost approach, as proposed by the cable industry, to rate

setting. ,,37 It also noted that head-to-head competition is "too

infrequent to provide a sound comparative standard for rates in the

immediate future.,,38

Although we are not entirely certain what CFA means by a

"quasi-cost" approach, we do agree with its earlier contention that

the competitive systems are so few in number that they cannot be

33T~.&».£., p. 32.

340p • cit., p. 2.

35.l.9..t.., p. 7.

36Data Analysis of Consumer Federation of America, March 8,
1993.

37.Is;L., p. 2.

38.l.9..t.., p. 15.
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used as the sole basis for determining benchmark rates. 39 But if

this is so, CFA cannot now argue that benchmark rates can be

established using data only on overbuilt systems. Nothing has

happened between March and June to overcome the fewness, or the

unrepresentativeness, of the observations on overbuilt systems. As

we pointed out in our comments in this proceeding, the approach

that CFA Tm
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penetration systems are eliminated, this number declines to 13! If

the division were made at 10,000 subscribers as one study seems to

suggest42 , there would be only 38 competitive units, and of course

even fewer systems, greater than that size. The number would be

even smaller if observations on the low penetration systems were

eliminated.

Conclusion

It is clear that the Commission's equation for estimating the

competitive differential, as well as the data on which it is based,

are subject to numerous shortcomings. One of these shortcomings is

that the parameters of the equation differ significantly for

systems of different size. with the number of observations on

competitive systems already inadequate to the regUlatory task to

which they are being applied, the small sample size problem will

become even more damaging if the commission must estimate different

equations for different size classes.

It has now been suggested that some of the observations on

competitive systems should be eliminated from the analysis. In

addition to the elimination of all low penetration systems, it has

been proposed that municipal systems be eliminated (CFA) and that

new overbuilt systems be eliminated (Shew). Accepting any of these

reco1lll1lendations would so reduce the number of observations on

effectively competitive systems as to render highly suspect the

42perl et aI, Ope cit.
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